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Summit Resource Management, Inc.
FP. Q. Box 797467
Dallas, Texas 75379
(972) 4584200
Fax (972) 618.2986

J. Benjamin Jolumon
Clciaf Braecutive Qfficer

Februury 7, 1997

Peater Christriachy

MMS

Valuation and Standards Division
P. O. Box 25165, Mail Stop 3150
Denver, 2O 80225

Sent vis FAX 303-275-7227

REB: Comments on proposed crude oil payment regulations
Dear Peter:

We would like to offer some comments and suggestions regurding the proposed cruds oil paymers regulations set forth
in your draft Notice of Proposed Rulcmaking which was sent to us on January 24, 1997. We have noticed that most of
our earlier suggestions have bean incorporated into your newest proposal, and wi appland your strong stance toward
vollection of the full of] royalty valuss due the US government. Thare were 2 coupls portions of your proposed
regulwtions, however, which we believe could result in considuable lostes if implemented exactly as described in your
Notice.

The first issue mvolved the possmbility thai a party could prepay for purchises of wude oil. Thas would ba typical of 3
sttmation where & producer gells “call rights™ to another party who i then given the vight to buy a certain amout of
lease crude oil at posted price (which would be discounted to the astual mardet valus). As we understand the new
propossd MMS regulations, the amount of the prepayment would have to ba allocated over the oil as it is produced and
s0ld, and the proportional prepayment amountt would have to be addsd to the final sales price. Although this does
aogount for the principal on the prepayment smount, it does 1ot appear to account for interest accrued on the money. In
effent, this givee the producers the cpportumity to borrow money fom the federal government for royalty payments at
zero interet rats. We suggest that either any prepayment amounts nust also be adjusted for scarved intevest over the
time between the prepayment and the final sales of the crude oil, or royalties chould be due on ths prapayment smount
a the time of the prepayment..

The second issue involves the price basis for arude il at Cushing, Oklahomsa. As we discussed in our Denver meeting
September 3, 1996, the actus] delivered vrica of crude oil at Cushing is usally determined through one of three besic
ways. First of sll, the Cushing ol ean be valued undor ¢ “P-Plus™ calaulation. The actual delivery prios would bo the
average of & refexence postad price during the manth of delivery, plus a premium determined in advance of the delivery
month, either trough the cash markets or a5 & denvative of the NYMEX futures contract prices. While this fire
method yields g valee consistant with actual arms-length crude oil commadity sales, it necessarily relies on a posted
price which has been set absteartly and unilatetally by some o1l companty, The second valuation method would be 1o
usa the NYMEX futwes pricas for the delivery month. Undler this second pricing method, the absclute prise for oil
delivered at Cushing would have boen determined on the futures markat prior to the beginning of the delivery momth.
This mathod also provides crude ol valustion whick appropriately reflects the value recaived through actual arms-
lersgih commodity eales, bat it noosssarily rafiacts the prices determined in times prior to the actual delivery month. The
third pricing method discussad in our 9/5/96 meeting was 2 hybrid of the first two methods, whereby the oil would be
priced at the NYMEX protnpt priee during the motl: of delivery, plus & “Time Factor Differential™ to acocunt for the
fact that the NYMEX is actually tradieg for fubure time porinds during the month of delivery. As you will recall, the
Time Faotor Differential is calculated in advance of the dolivery month, comparsble to the way the P-Plus premium is
calculated for the P-Plus delivery month.

As we undarstinsd it, your proposed base valuation for Cushing commexlity cruds oil for each delivery month would use
the avarages of the NYMEX setilc prompt prices ezch day during the delivery month for as many trading daye as the
promupt month s the month wediately following the delivery month. While this may appeint to provide a sinpler and
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mere undervtandable approach to pricing of the Cushing oil, it only partially accounts for the sctual treded value of the
Cushing arude and leaves a conmderable arbitrage opportunity. This would result in lower royalty payments for the
federal government. 1t iz important to recognize that the NYMEX market trades fitures prices, Le. priccs for delivery of
arude oil in fuhore time periods. The use of such fuhaes prices without appropriste adjustments for tme differenees
would allow sophisticated oil producers (o execute the arbitrages when market sonditions are favorable and refany from
arbitrages when the market conditions arc unfavorable. The federal government would suffer by receivmg less than the
full rexlized valus for its royalty oil.

The additional value resulting from the Time Factor Differentiz] was shown during our mseting ont September 5, 1996,
This is basically the reason why the P-Plus market premiums are usually greater than just the Spot-Posting differential
alone. As you may racall, we provided an example calculation for the month of October 1956 which showed thar the
use of the NYMEX prowpt settle prices alone would result in a delivered Cushing pries $0.92/BBL lower than the use
of the Adjusted NYMEX settls. Since ow last meeting in Septeraber, we have performed this caleulation for the time
peviod of February 1989 through June 1994. This calculation is simmarized in the table below.

__TFD Ave for 2/89 - 6/94 ing Deliveries Time Factor Differential
Tima Fastor Diffarantial svm%&%ﬁ_g oeths 20.17
Time Factor Differential average, including only months when TFD is positive 3030

The values in the table show that by including the Time Factor Differential in the royalty payment basis for the Cushmg
price, aver the subject time period, the federal government would have received $0.17 per bamrel more than simply
taking the NYMEX prompt settle price. This also shows that, by agreeing to acoept the NYMEX prompt settle prics as
the batis for royalty payment, the rovalty payors would have been given the opportunity to arbitrage only when the
markete allowed a positive arbitrage. Thiz would have resulted in the royalty payors receiving an additions] $83.30 per
barrel, on uverage, for the royaley oil over the base price acoeptad by the MMS as NYMEX prompt.

If you need clarification regarding the interest calculation or application of the Tine Factor Differential, please don’t
hesitae to call or discuss it with me during our meating in Denver next Wednesdey. We believe that this is important in
order tey rraximize royaliy values to the federal govemment.

Sinceraly.

B



